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REPORTING THE EFFECTS OF CHANGING PRICES: THE UNITED
STATES VERSUS THE UNITED KINGDOM

Bryan CARSBERG

1. Introduction
Anyone who mistakenly supposes that the world's accountants are agreed
on the concept underlying the measurement of income would do well to
examine the standards in America and Britain for reporting the effects of
changing prices. Naturally enough, the income number that has been adjusted
to reflect changing prices differs from the income number under traditional
historical cost accounting. More surprisingly, the American standard appears
to contemplate the possible usefulness of several different adjusted income
numbers; and the British standard adopts a strict definition of adjusted
income, a definition that differs significantly from any of the possibilities
provided for in the American standard.
These differences and other dissimilarities between the two standards are of
considerable interest. They are regretted by multinational companies who hope
for international harmonization to enable them to avoid the costs of providing
different information in different countries. However, these disparities also
have a positive aspect. They will, perhaps, force accountants to accept the.need
for further development of the concepts of financial reporting in order that the
differences may be resolved. A first step in the process of harmonization is to
identify the differences between the two standards, and to consider the reasons
for them and their implications for the usefulness of the various methods of
reporting. That is the purpose of this article.
A focus on the differences between the two standards is natural and useful.
However, it should not blind us to the many similarities in approach. Most
important among these, perhaps, is the recognition that something must be
done about reporting the effects of changing prices. During the 1970s, both the
United States and the United Kingdom experienced levels of inflation that
were very high judged against the norms of the previous 20 years. In the
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United States, prices increased by 61% in the 20 years up to 1970 and then
accelerated to increase by 56% in the next eight years (according to the index
of Consumer Prices for All Urban Consumers). In the United Kingdom, the
Retail Price Index increased by only 100% in the twenty years ending in 1970
and then accelerated to increase by 170% in the next eight years. Accountants
came to believe that the information in financial reports was distorted by
inflation to the point where it could be misleading. The credibility of accounting was being undermined. Perhaps confidence in the capital markets would be
affected so that investment would suffer. Furthermore, people in government
were getting poor signals about the taxpaying capacity of business, employees
were getting an exaggerated impression of the ability of the business to pay
higher wages, and shareholders were led to misjudge the capacity of the
business to pay dividends.
Concern was so great that, in the United Kingdom, auditors amended the
traditional wording of the audit report. No longer did they feel comfortable
reporting that the accounts showed a "true and fair view" of the profits for the
period. In the future, auditors would go no further than to say that the
accounts showed a true and fair view under the historicalcost convention. After
recognizing that something must be done to report the effects of inflation,
accountants first thought that some adjustment should be made as a matter of
urgency, perhaps a rather rough adjustment: it was more important to make a
rough correction for the effects of inflation than to attempt to introduce a
sophisticated system that was finely tuned to provide all the information
needed. However, as we shall see, political obstacles impeded speedy action.
The next section of this article identifies the chief measures of income that
have been suggested as parts of the solution to the problem of accounting for
changing prices. This section will provide a point of reference for subsequent
descriptions of practice. Then, we shall survey the principal landmarks in the
exploration that has led, over the last ten years or so, to the development of the
standards. There follows a review of the main standards and associated
developments dealing with specialized aspects of "inflation accounting" [1].
Finally, we attempt a critical evaluation of the standards and look ahead to
draw inferences about what future developments we should hope to see.

2. The measurement of income
When prices are changing, people may have several different reasons for
moving away from traditional income measures. We shall examine those
reasons and, at the same time, identify the main alternative forms of reporting
that might be preferred over the conventional historical cost system.
The discussion will be illustrated with a simplified example. Imagine a firm
that starts business on January 1 with capital of $200. It immediately buys two
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Table I
Alternative income statements.

Sales
Cost of goods
sold
Operating income
Holding gain
Total income

Historical
cost

Historical
cost

Current
cost

Current
cost

Current
cost

Money
Units
(1)

Constant
units
(2)

Money
units
(3)

Constant
units
(4)

Money
units
(5)

140

140

140

140

140

100
40
40

110
30
30

115
25
30
55

115
25
10
35

115
25
25

units of inventory at $100 each. It holds the inventory for one year and on
December 31, it sells one of the units for $140; the replacement cost of the
inventory on December 31 is $115. During the year, general inflation, as
measured by an index of consumer prices, has run at 10%.
Some possible income measures are set out in table 1; table 2 gives corresponding statements of financial position on the assumption that total income
is distributed as a dividend.

Table 2
Alternative statements of financial position.

Inventory
Cash
Capital
Current
cost
reserve

Historical
cost

Historical
cost

Current
cost

Current
cost

Current
cost

Money
units
(1)

Constant
units
(2)

Money
units
(3)

Constant
units
(4)

Money
units
(5)

100
100
200
200

110
110
220
220

115
85
200
200

115
105
220
220

115
115
230
200 (220)

-

-

-

-

200

220

220

220
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2.1. Conventional measurements
Under conventional historical cost accounting, income is measured at $40,
the difference between the actual selling price and the actual buying price of
the item sold (table 1, column 1). The income measurement concept can be
portrayed as the measurement of the increase in wealth resulting from the
year's activities, with a conservative view being taken of the measurement of
wealth: no increase in the value of assets held by the firm is counted in income
until the increase is validated by realization - that is, until a contract is made
establishing an agreed selling price.
2.2. Adjustment for general inflation
The first reason for challenging the traditional income computation is
associated with general inflatioh. It takes the view that wealth should be
measured in units of purchasing power: income is earned only to the extent
that purchasing power increases during the year. In our example, the wealth
invested in one unit of inventory amounted to $100 in money units. At the end
of the year, $110 would be needed to provide the same purchasing power. The
increase in wealth resulting from the sale is only $30 (table 1, column 2). This
approach does not involve any recognition of changes in the specific prices of
the assets held by the firm. It conforms to the convention of recognizing
income only when a sale is made. The holding of the second unit of inventory
- the one that is not sold - is assumed to yield neither gain nor loss in terms of
purchasing power. It is measured at the end of the year at $110. This is the
amount that results from measuring assets at cost but in units having constant
purchasing power. When the asset is first purchased, it is recorded at its cost
price of $100 in the units of purchasing power prevailing at the time. Subsequently, the purchasing power of the dollar decreases by 10%. At the end of
the year, the units of measurement are changed to reflect the revised purchasing power of the dollar. The change is based on the purchasing power ratio: $1
at the start of the year equals $1.10 at the end of the year. The logic of this
approach to accounting suggests the table "historical cost/constant units" the measurement of assets at historical costs in units of constant purchasing
power. Similarly, the traditional system can be described as "historical
cost/money units".
The procedures that are used in assessing whether or not income has been
earned embody what are known as capital maintenance concepts. A capital
maintenance concept contains a rule for determining the amount of wealth that
must be possessed at the end of a year if the business is to be no better or
worse off than at the beginning; income is the difference between the amount
given by that rule and actual wealth. Generally accepted practice uses a
financial capital maintenance concept without adjustment for inflation. This

https://scholarship.law.upenn.edu/jil/vol4/iss4/2

B. Carsberg / Changing prices: U.S. versus U.K.

319

means simply that if capital was $200 at the start of a year, then $200 is the
bench mark for determining the amount of income at the end of the year.
The procedures described above for making accounting measurements in
units having a constant purchasing power lead automatically to a capital
maintenance concept that incorporates adjustments for inflation. The concept
remains a financial concept - it focuses on changes in wealth - but now it is
financial capital maintenance in units of constant purchasing power. In our
example, the initial capital was $200 in "beginning-of-year units". That
amount is automatically changed to $220 as we change the units to reflect
end-of-year purchasing power; income is measured by comparing the measurement of actual wealth at the end of the year with $220.
Allowance for changes in purchasing power in the measurement of income
does not require the change in the measuring unit described above. A simple
capital maintenance adjustment would be sufficient. For example, income in
our illustration might be reported as follows:
Sales
Less cost of goods sold
Less capital maintenance adjustment ($200 @ 10%)
Total income

$140
100
40
20
$20

The balance sheet then would run:
Inventory
Cash
Total assets
Capital at start of year
Add capital maintenance adjustment

$100
$120
220
200
20
$220

Under this approach, income is $10 less than under the approach which
incorporates a change in the measuring unit. Inventory is carried at $100, its
cost in money terms, instead of being remeasured at $110, the cost in terms of
current units of purchasing power.
2.3. Changes in specific prices
A second reason for challenging conventional income computations when
prices are changing is the wish to obtain as up-to-date a measurement of
wealth as possible. When prices are more or less stable, measurements of assets
at historical cost can be accepted as a reasonable approximation to their worth.
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However, when prices are changing rapidly, and particularly when different
prices are changing at different rates, historical cost may not seem satisfactory.
The accountant may then seek an alternative measure that is more up-to-date
but still reliable - not excessively subjective. Expected selling price is likely to
be rejected as insufficiently reliable. Current buying price may be a preferred
measure: it is more reliable than expected selling price and more up-to-date
than historical cost.
This approach, incorporated in the system known as current cost accounting, is illustrated in column 3 of tables 1 and 2. Advocates of current cost
accounting usually argue that the income statement can be made more useful
by dividing income into two components, operating income and holding gains
(or losses). Holding gains are the differences between historical cost and
current cost at the date of use or sale; operating income includes the difference
between the sales proceeds and current cost at the date of sale. Thus, in our
numerical illustration, the historical cost income of $40 earned from the sale
would be included in total current cost income. However, it would be divided
into operating income of $25 (sale proceeds of $140 less current cost of $115)
and holding gain of $15 (current cost at date of sale, $115, less historical cost,
$100). The main difference between historical cost income and current cost
income is that only current cost income recognizes the increase in value of the
inventory still held. Current cost income includes a holding gain of $15 on this
item, making total-holding gain of $30 and total income of $55.
The current cost numbers given in column 3 of tables 1 and 2, like the
historical cost approach in column 1, incorporate a financial concept of capital
maintenance with no adjustment for general inflation. However, an adjustment
for inflation can easily be incorporated. Column 4 shows how the numbers
would look if we use a measuring unit having constant purchasing power. The
effect in this example is to leave operating income unchanged; sales and
current costs at the date of sale are already measured in the same units
(end-of-year purchasing power). Holding gains are altered. Previously, they
were computed as current costs of $230 less historical costs of $200. Now, we
remeasure historical costs at $220, the number of end-of-year dollars having
the same purchasing power as $200 at the start of the period. Holding gains are
only $10.
Once again we note that the adjustment for general inflation could be made
by incorporating a capital maintenance adjustment rather than using a different measuring unit. The difference in approach would not affect the income
number in this case (unlike the historical cost case, in which the difference in
approach led to a difference in the measurement of inventory):
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Sales
Less cost of goods sold (at current cost)
Operating income
Add holding gain
Less capital maintenance adjustment ($200 @ 10%)
Total income

$140
115
25
30
55
20
$35

2.4. The maintenance of operating capability
The third reason for wanting to alter historical cost practices when prices
are changing leads to a different kind of income concept. It seems to be based
on the idea that income should be a measure of dividend-paying ability, given
certain assumptions. The central assumption is that dividends should be
limited to the amount that can be paid if a company is to maintain its
operating capability - its ability to supply a fixed quantity of goods and
services. Operating capability depends on holding a particular quantity of
resources. Consequently, income is measured as sales revenues less expenses,
including the costs of replacing resources used or sold.
In our illustration, the unit of inventory is sold for $140 but $115 must be
set aside for replacement and income is only $25. The holding of inventory
makes no contribution to income because the holding gain is needed for
replacement of inventory. Indeed, the main feature of this approach, in the
simplified picture of tables 1 and 2, is that holding gains should be excluded
entirely from income. The effect can be seen by studying the balance sheets
given in table 2. The balance sheets reflect the position after paying a dividend
equal to income. Each balance sheet shows the business as holding one unit of
inventory - measured at various amounts - and some cash. To maintain
operations, the cash must be sufficient to replace the unit of inventory sold,
that is it must be equal at least to $115. Only in column 5 is this condition met.
In column 5 of table 2, capital is augmented by a "current cost reserve"
which, in this example, comprises the holding gains. Consequently, capital
totals $230, an amount that equals the current cost of two units of inventory at
the end of the year. Capital at the start of the year, $200, also represented two
units of inventory at the then current prices. Capital maintenance is secured in
this manner. The assets held at the start of a year are repriced at the end of the
year to obtain the bench mark for the measurement of income. Income is the
difference between the actual amount of wealth and the amount at which
physical capital would be maintained.
The amounts in parentheses next to column 5 indicate that the same result
can be obtained if the unit of constant purchasing power is used as the
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measuring unit. In that case capital would be remeasured at $220 and holding
gains of $10 would be included in the current cost reserve.
2.5. Summary
Our first purpose in examining the above alternatives has been to provide a
taxonomy for describing the American and British standards for reporting the
effects of changing prices. We have seen that the choice of an accounting
system for reporting the effects of changing prices involves three main decisions.
(1) The measurement of assets. We have considered historical cost and
current cost as alternatives. (Other possibilities are beyond the scope of this
article.) Current cost is likely to be preferred by someone who wishes to give
the most up-to-date measurement of assets, except when it has to be ruled out
because it cannot be assessed with acceptable reliability.
(2) The measuring unit. The alternatives are the money unit (for example,
the dollar) or a unit having constant purchasing power (for example, the dollar
at December 31, 1981, or the dollar at January 1, 1981). The unit having
constant purchasing power may be preferred by someone who wishes the
income number to indicate whether or not a business has enhanced the
purchasing power of its investors.
(3) The capital maintenance concept. The alternatives are financial capital
maintenance in money units, financial capital maintenance in units of purchasing power, and physical capital maintenance (maintenance of operating capability). The choice between diverse capital maintenance concepts lies at the
heart of the difference between the British and American approaches and will
be discussed further below.
In principle, any of the choices under one of the above headings can be
combined with any of the choices under the other two headings. Some of the
results, however, would be hard to justify. The combinations usually advocated
are the following:
Historical cost/money unit/financial capital maintenance in money units
(table 1, column 1).
* Historical cost/constant unit/financial capital maintenance in constant units
(table 1, column 2).
* Current cost/money unit/financial capital maintenance in money units
(table 1, column 3).
* Current cost/constant unit/financial capital maintenance in constant units
(table 1, column 4).
- Current cost/money unit/physical capital maintenance (table 1, column 5).
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3. The development of accounting for price changes
Recognition of the power of inflation to distort financial statements is not
new. In 1922, Paton described the problem in the following manner:
The value of the dollar - its general purchasing power - is subject to serious change over a period
of years ... . Accountants ...deal with an unstable, variable unit; and comparisons of unadjusted
accounting statements prepared at intervals are accordingly always more or less unsatisfactory and
are often positively misleading [2].

In 1936, Sweeney produced a comprehensive study of methods for reporting
the effects of changes in the general purchasing power of money [3]. Another
American writer, Bonbright, can be credited with the development of the
analysis that led to the measurement concept underlying current cost accounting [4]. His main work was published in the 1930s also. European writers,
mainly in Germany and the Netherlands, also made notable contributions to
the development of concepts for reporting the effects of changing prices during
this era.
3.1. Developments in the United States
In the United States, authoritative accounting bodies made several pronouncements about issues related to inflation before the most recent phase of
concern about the subject. The Committee on Accounting Procedure issued
some guidance on the subject in 1947. This, and other early pronouncements,
focused mainly on the possible need to change the measurement of depreciation expense in times of increasing prices [51. The Committee's conclusions
favored the retention of conventional historical cost methods in the body of the
financial statements; however, they encouraged the provision of supplementary
information to explain why earnings had to be retained to finance the increase
in investment induced by price increases. Recognition also was given to the
practice of accelerating depreciation as a means of giving some weight to the
impact of inflation.
The first authoritative steps towards a more comprehensive reporting of the
effects of changing prices came in the 1960s. In 1963, a research study
discussed methods of reporting the effects of general inflation [6]. This was
followed by a 1969 Statement of the Accounting Principles Board, recommending publication of supplementary financial statements based on a measuring
unit with constant purchasing power [7]. However, these developments had
little impact on practice. The supplementary reporting was voluntary, and few
companies were inclined to incur the cost of preparing the information or,
perhaps, the disapproval associated with recognition that income was "really"
lower than reported in the primary statements.
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In the early 1970s, inflationary pressures created a growing feeling that
something must be done to provide improved information about the effects of
changing prices on financial performance. In January 1974, the recently
formed Financial Accounting Standards Board (FASB) added the subject of
inflation accounting to its agenda. A discussion memorandum was published
in February, a public hearing was held in April, and in December of the same
year, an exposure draft was issued [8]. The exposure draft proposed a requirement to produce supplementary financial statements based on a unit having
constant purchasing power: adjustments were to be made for general inflation
but not for the changes in prices of specific assets.
FASB conducted a field test of the proposals in its exposure draft, with the
cooperation of about 100 companies [9]. Progress was delayed by the need to
analyze the results of the field test and to resolve a number of difficulties
revealed by the field test and by comments on the exposure draft. At the same
time, developments were taking place that would bring about a significant
change in direction for inflation accounting. The Securities and Exchange
Commission (SEC) was formulating requirements for reporting replacement
cost information. These were published in March 1976 in ASR 190 [10].
ASR 190 required the disclosure, in reports filed with the SEC by large
companies, of information about inventories, cost of goods sold, property,
plant and equipment, and depreciation expense on a replacement cost basis.
This information was to be disclosed as supplementary information. The
measurement concept underlying ASR 190 was clearly stated to call for the
measurement of replacement cost rather than the possible alternative: the value
of the assets to the business. For example, plant was to be measured at the
current cost of replacing productive capacity; this is likely to be higher than
the actual value of plant owned when technological change makes it obsolescent. Moreover, no provision was made for reporting a lower measurement,
such as realizable value, for plant that was not worth replacement. Measurements at value to the business would recognize the need for numbers below
replacement cost in these circumstances.
Changes in replacement cost should not be regarded as components of
income if replacement cost differs from the value of assets to the business. For
example, a business may own an obsolete plant with a very low specific value
and a very high replacement cost. If the asset were written up to replacement
cost and the gain included in income, an overstatement of income would result.
Similarly, the measurement of depreciation expense at replacement cost may
be inappropriate. Modern plant may involve a high capital outlay and low
running costs compared to plant of the last generation. If replacement cost
depreciation, reflecting the costs of the next acquisition, is included in expenses
together with the high running costs (for example labor and fuel) of the current
plant, this would amount to a kind of double counting. These difficulties were
recognized in ASR 190. It stated that the replacement cost information was
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intended to help users to understand the current economics of the business. It
did not call for the reporting of an income number incorporating replacement
cost measurements. On the contrary, it warned that users should not be
encouraged to convert the data into a single revised net income number.
Shortly after the SEC's publication of ASR 190, FASB deferred further
action on its proposals for reporting the effects of general inflation. It
concluded that the new information might not be well enough understood to
be cost effective at that time and that companies needed a breathing space to
establish systems for generating the information required by the SEC before
having to provide any other new kinds of information.
Since its formation, FASB had been working on the development of a
conceptual framework for financial reporting. Success in this endeavor would
offer the prospect that the establishment of individual standards might become
easier. The framework would provide reference points for judgments about the
usefulness of alternative possible standards. In particular, the Board hoped
that progress with the conceptual framework might help in the difficult
decisions about inflation accounting. Consequently, the Board switched its
focus in the development of inflation accounting to the establishment of
concepts. In December 1976, a discussion document was published dealing
with concepts relating to the measurement of assets and expenses, the choice of
a capital maintenance concept and, in part, with the choice of unit of
measurement [II]. A public hearing on those issues was held in January 1978.
Shortly afterwards, FASB resumed work on the preparation of a standard
for reporting the effects of changing prices. No doubt they were encouraged by
growing criticisms of ASR 190. Several companies complied reluctantly with
ASR 190 and published the required information together with advice to users
that the information was not useful. A central concern was the need to provide
information about replacement cost even if replacement was not intended and
would not be worthwhile. However, ASR 190 had reshaped the debate about
inflation accounting. The need to take account of specific price changes as well
as general inflation could no longer be ignored.
In the last few days of 1978, FASB published an exposure draft entitled
FinancialReporting and Changing Prices [12]. It proposed a novel solution to
the problem of choosing between current cost accounting and accounting for
general inflation. It suggested a requirement for the presentation of a supplementary report of some kind, but it proposed to allow companies to choose the
method to be used. The proposal contained guidelines for the choice: in effect,
the guidelines indicated that current cost accounting should be chosen if the
rates of specific price change differed significantly from rates of general
inflation and if specific price changes had a significant effect on the company
concerned. However, this was only guidance. A company could choose to
ignore the effects of specific price changes if it wished.
1979 was an important year for inflation accounting. In March, FASB
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published a supplementary exposure draft dealing in more detail with reports
of the effects of general inflation [13]. Six task groups were formed to help
resolve the problems of applying the proposals - particularly current cost
accounting - to industries which had special features: banking, insurance,
forest products, mining, oil and gas, and income-producing real estate. Those
task groups prepared reports and held their own public hearings in the first
half of 1979 [14]. In May, FASB held a conference on the theme of Financial
Reporting and Changing Prices, at which speakers were drawn from all of
FASB's constituencies [15]; and in June, public hearings on the exposure drafts
were held in New York, lasting for three days. The holding of a public hearing
on an exposure draft was unusual. Usually, public hearings are held earlier,
after publication of a discussion document. However, in this case, the public
hearing was held in recognition of the importance of the project and also
because the nature of the project had changed a good deal since the publication of the discussion document which focused on concepts.
Written comments on the exposure drafts numbered about 450. The comments were analyzed during the summer and the Board, meeting as usual in
public, considered the comments and made their final decisions. A final draft
of the standard was approved by five of the seven Board members, and at the
end of September, the Board published Statement No. 33, FinancialReporting
and ChangingPrices.It was the first mandatory standard in the world calling
for a reasonably comprehensive report of the effects of changing prices. Its
requirements will be described below.
3.2. Developments in the United Kingdom
In the United Kingdom, the process of developing inflation accounting
exhibited some similarities with and some differences from the process in the
United States. In- the 1950s and the 1960s, the Institute of Chartered Accountants in England and Wales (ICAEW), the largest body of professional
accountants in the U.K., issued four recommendations dealing with inflation
accounting. The key recommendation was number 15, issued on May 30, 1952.
It acknowledged the difficulties that result from the instability of the monetary
unit but did not sanction any departure from the traditional historical cost
basis. It argued that to incorporate adjustments for inflation in financial
statements would be to go beyond the function of accounts. However, it
encouraged the earmarking of part of retained earnings to show that inflation
might limit the amount regarded as available for dividends; and it also
encouraged the provision of explanations of the effect of inflation, outside the
financial statements.
In 1968, ICAEW returned to the problem of inflation accounting, publishing a research paper entitled Accountingfor Stewardship in a Periodof Inflation.
However, the primary responsibility for action changed hands the following
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year with the establishment of machinery for developing accounting standards.
The Accounting Standards Committee (ASC) was formed and given the task of
issuing standards for the U.K. and Ireland. (Originally the Committee was
known as the Accounting Standards Steering Committee but the word "Steering" was dropped from the title in 1976.) ASC was the joint creation of six
separate accounting bodies in the U.K. and Ireland, including ICAEW as the
major partner, and it was given little independence. Before a standard becomes
authoritative, it has to be approved by the councils of all of the six member
bodies. In due course, this encumbrance was to make its mark on inflation
accounting.
Inflation accounting was soon given a high priority by the ASC. One of its
first publications, in 1971, was a discussion paper on inflation accounting [16];
and its first exposure draft on inflation accounting was published in 1973 [171.
This called for supplementary accounts based on a unit of measurement with a
constant purchasing power. The proposals attracted a good deal of support
and all seemed ready for finalization of a standard. Some talked of the need
for current cost accounting to reflect specific price changes, but most accepted
that such a level of sophistication was not attainable for several years and that
accounting for general inflation was a good first step.
At this point, however, the British government intervened. It announced an
intention of appointing a Committee of Enquiry into inflation accounting. The
Committee became known as the Sandilands Committee, after its chairman.
The government probably took the unusual step of appointing a committee
because it feared that inflation accounting might play a part in generating still
more inflation. Perhaps it thought, also, that accounting was too important to
be left to accountants at this time of revolution in accounting history. The
government gave the Committee wide terms of reference: to consider the effect
of financial reporting on investment and resource allocation, the implications
for taxation, and the requirements of the users of the reports. Whatever its
motives, the government's decision created a dilemma for ASC. In a gesture of
muted self-confidence, the Committee finalized the standard, Accounting for
Changes in the Purchasing Power of Money, in May 1974, but made it
provisional. In effect, the ASC said that this was the best solution at the time,
but it avoided any attempt to make it mandatory pending publication of the
conclusions of the Sandilands Committee.
The best efforts of the accounting profession failed to persuade the Sandilands Committee that it should support accounting for general inflation. The
report of the Sandilands Committee was published in September 1975 [18]. It
recommended changes in the basic financial reports. It supported adoption of
a current cost system with assets measured at value to the business but without
any adjustment for the effects of general inflation. It took the view that such
adjustments were not useful in showing the effects of changing prices on
companies.
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The Sandilands Committee changed the direction of the development of
inflation accounting in the U.K. The Committee recommended that the
accounting profession should be left to draw up a standard based on its
general guidelines. Consequently, in January 1976, ASC withdrew the provisional standard on accounting for general inflation and appointed an Inflation
Accounting Steering Group to develop new proposals. This group produced an
exposure draft quickly - it was published in November 1976 [19].
The exposure draft was, by British standards, a long and complicated
document. Much of the complexity was attributable to an effort to deal
explicitly with a large number of questions that might arise regarding the
application of the proposals. However, the document also contained some
controversial proposals. It set down plans for phasing out historical cost
accounting after a transitional period. Also, it was to be applied to very small
companies - ultimately companies with total assets or turnover in excess of
£100,000. It accepted the instruction of the Sandilands Committee that the
main financial statements should reflect pure current cost principles, without
adjustment for general inflation; but it called for a supplementary statement,
designed to show whether or not operations had resulted in an increase in
purchasing power during the period under review.
The most controversial part of the proposal, however, was in the definition
and disposition of income. The proposal was grounded mainly, but not firmly.
in a physical concept of capital maintenance. The proposed income statement
had a first part which was consistent with a focus on the maintenance of
operating capability. It reported operating profit, defined as revenues less
expenses measured at current cost. Howeer, the income statement was also to
have a second part. In this, operating profit would be added to holding gains
and their total would be reduced by a transfer to "revaluation reserve" made
at the discretion of directors. The intention was that the remainder would be
the amount distributable without impairment of operating capability. Normally, it was stated, all holding gains would be non-distributable, and hence
transferable to revaluation reserve. However, the element of discretion in the
adjustment was intended to provide for the possibility that the distributable
income would be more or less than the balance of income from the first part of
the income statement. The exposure draft explained the matter as follows
(paragraph 136):
There will be occasions when to distribute the whole of the current cost profit would be to erode
the capacity of the business to continue on its existing scale, because, for example, this profit
measure makes no allowance for the effect of inflation on monetary assets. There will be other
occasions when to restrict dividend distribution to the current cost profit would be unduly
conservative, because, for example, a company has its stock effectively financed wholly or partly
by trade creditors so that the stock revaluation adjustment is in excess of that required to finance
the replacement of stock.
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Consider again the illustration in tables I and 2 above, but adapt the
illustration to incorporate the assumption that the initial capital of $200 was
provided by debt to the extent to 40% ($80) and trade credit to the extent of
20% ($40) leaving only $80 to be provided by equity. If the same financial mix
will be used to finance inventory replacements, the distributable income, given
the wish to maintain operating capability, would be as follows:
Sales (one unit)
Cost of goods sold (at historical cost)
Adjust cost of goods sold to current cost
Less increase in debt - 40%
Less increase in payables - 20%
Net income

$140
100
40
$15
(6)
(3) 6
34

Equity financed only 40% of the purchase of the original cost of the
inventory; to maintain operating capability, equity will have to increase its
investment by only 40% of the increase in the cost of inventory, i.e. by $6.
Current cost operating income ($25) understates distributable income. However, the exposure draft did not set out a fixed calculation for adjustments on
these lines. It left the calculation to the discretion of managers. Thus started
the series of efforts in the U.K. to deal with the implications of borrowing
capacity in a system designed to report on the maintenance of operating
capability. This first attempt was not well received. It was criticized mainly for
its subjectivity in relying on the judgment of managers.
The exposure draft caused such alarm in some quarters that opposition
became organized. The rules of ICAEW provide that members can require the
calling of a special meeting to consider a motion if such a move has the
support of 100 members. This procedure was invoked and a special meeting
was held in July 1977. The motion was: "That the members of the ICAEW do
not wish any system of Current Cost Accounting to be made compulsory".
Almost half of the 62,500 members voted and the motion was passed by 54%
against 46%. This created a political situation of some delicacy. Standards had
to be approved by the council of ICAEW (and the councils of the other five
bodies), but the resolution against current costf accounting could not constitutionally bind the council. Nevertheless, it represented a powerful warning to an
elected body. The reaction of the council was to disregard the opposition to
every form of current cost accounting but to acknowledge that substantial
revisions had to be made to the exposure draft.
The next step was to describe a simplified set of current cost disclosures and
encourage companies to present the information on a voluntary basis. The
recommendations were published by ASC in November 1977 [20]. They
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became known as the "Hyde Guidelines", Hyde being the chairman of the
ASC working party that drew them up. The Guidelines called for an income
statement based on the physical concept of capital maintenance (table 1,
column 5). Cost of goods sold and depreciation expense were to be measured
at current cost. Disclosure of holding gains was not discussed.
The most novel feature of the Guidelines was the introduction, for the first
time in authoritative literature, of a gearing adjustment. This new adjustment
was an attempt to avoid the discretionary capital maintenance adjustment that
had caused so much controversy in the November 1976 exposure draft. The
gearing adjustment gets its name from the British term for the ratio of debt to
total capital. Perhaps, had it been developed in the United States, it would
have been known as the "leverage adjustment". The intention behind the
gearing adjustment was to allow, in the context of the maintenance of
operating capability, for necessary extra investment in monetary assets (mainly
accounts receivable) caused by increasing prices, and to allow for offsetting
benefits from the ability to use higher monetary liabilities (both debt and
accounts payable). The guidelines gave a formula for calculating the adjustment. First, the ratio of net monetary liabilities to total capital employed was
to be determined; that ratio would provide the proportion of the cost-of-sales
adjustment and the depreciation adjustment (differences between historical
cost and current cost) to be added back in the computation of current cost
income.
While the Hyde Guidelines were available for implementation on a voluntary basis, ASC went back to the drawing board in an attempt to produce an
acceptable standard. A revised exposure draft was produced in April 1979 [21].
This followed the main concepts developed in the previous pronouncements.
The principle of the gearing adjustment was maintained - but it was to be
reported in two parts: the part attributable to long-term debt (the "true"
gearing adjustment) and the part attributable to net monetary working capital,
mainly receivables less payables (the net monetary working capital adjustment).
Other changes from the previous exposure draft included a reduction in the
number of companies to which the standard would be applied and the
abandonment of the plan to phase out historical cost accounting on an explicit
timetable.
The new exposure draft was the subject of less criticism than the previous
one. It attracted only 248 comment letters compared to the 666 received on the
previous exposure draft. After analyzing the comment letters and holding
public hearings, ASC implemented the proposals with few changes. The
standard, SSAP 16, Current Cost Accounting, was issued in March 1980.
3.3. Summary
Our study of the developments that led to the introduction of standards for
reporting the effects of changing prices shows some similarities between the
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U.S. and the U.K. - and some differences. The most striking similarity is in
the difficulty of obtaining an agreement on standards that extend the bounds
of existing reports, even though general agreement exists about the need for
some action. Negotiations in both countries extended over many years, and
several changes in direction or detail were needed before a standard could be
accepted.
A second similarity is in the pattern of the developments. In both countries,
the accounting profession had begun to work on proposals for reporting the
effects of general inflation; in both, intervention by a government agency - the
SEC and the Sandilands Committee - altered the focus and led to the
incorporation of current cost information as an important ingredient of the
new reporting. This pattern is understandable. The accounting profession is
attracted by the relative simplicity and objectivity of general inflation adjustments. These factors also make it easier to obtain the consent of the preparers
of accounts to the new system. The government has wider interests and can
more easily accept the risk involved in promoting a system that is highly useful
but difficult to implement. Those who favor current cost accounting may well
see the recent history of inflation accounting as evidence that the best
standards will emerge from some form of joint endeavor between government
and the accounting profession.

4. The standards compared
The U.S. standard was issued in September 1979 and the standard for the
U.K. and Ireland was issued six months later. This section contains a review
and explanation of the main features of the two standards. The essence of the
requirements is depicted in the reporting formats, reproduced in tables 3 and 4
from the two standards. They are illustrative rather than mandatory forms of
presentation.
4.1. The basic systems
The most fundamental difference between the two standards is in the basic
nature of the information that has to be presented. In the U.S. standard, two
types of information are to be presented in addition to the conventional
historical cost accounts (historical cost in money units): historical cost in
constant units and current cost in constant units. In the U.K. standard, only
one form of supplementary information is required: current cost in money
units. Both approaches in the U.S. incorporate adjustments for general inflation; but no provision is made for those adjustments in the U.K.
At first sight, the U.S. requirement for two types of supplementary information seems suprising. However, it was a natural, perhaps inevitable, result of
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Table 3a
Illustrative formats from the U.S. standard.
Statement of income from continuing operations adjusted for changing prices for the year ended
December 31. 1980 (in 000's of dollars).

Net sales and other operating revenues
Cost of goods sold
Depreciation and amortization expense
Other operating expense
Interest expense
Provision for income taxes

As reported
in the
primary
statements

Adjusted
for
general
inflation

Adjusted
for changes
in specific
prices
(current
costs)

$253.000
197.000
10.000
20.835
7.165
S 9.000
244.000
S 9.000

$253.000
204.384
14.130
20.835
7,165
S 9.000
255.514
S( 2.514)

$253.000
205.408
19.500
20.835
7,165
S 9.000
261.908
S( 8.909)

Income (loss) from continuing operations
Gain from decline in purchasing power of net
amounts owed
S 7.729
Increase in specific prices (current cost) of
inventories and property, plant, and
equipment held during the year a)
Effect of increase in general price level
Excess of increase in specific prices over increase in the general price level

S

7.729

S 24.608
S 18.959
S 5,649

a At December 31, 1980, current cost of inventory was S65.700 and current cost of property.
plant, and equipment, net of accumulated depreciation was S85.100.
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Table 4
Illustrative formats from the U.K. standard.
Example of presentation of current cost accounts.
Y Limited and Subsidiaries
Group current cost profit and loss account for the year ended December 31, 1980
1979
£000
18,000
2,420

Turnover
Profit before interest and taxation on the
historical cost basis
Less: Current cost operating adjustments
(note 2)
Currentcost operatingprofit
Gearing adjustment
Interest payable less receivable

1,320
1,100
(170)
180
10
1,090
610
480
400
80
16.0p

1980
£000
20,000
2.900
1,510
1390
(166)
200
34
1.356
730
626
430
196
20.9p

Current cost profit before taxation
Taxation
Currentcost profit attributableto shareholders
Dividends
Retained current cost profit of the year
Current cost earnings per share
Operating profit return on the average of the
net operating assets

5.2%

6.0%

Statement of retained profits/reserves
£000
80
1,850
NIL
1,930
14,150

£000
196
2.054
NIL
225

Retained current cost profit of the year
Movements on current cost reserve (note 4)
Movements on other reserves
Retained profits/reserves at the beginning bf
the year
Retained profits/reserves at the end of the year

16,080

16,080
18,330

Summarized group current cost balance sheet as at December 31. 1980
1979
£000

£000

£000
18,130

3,200
700
3,905
(400)
(600)

Assets employed:
Fixed assets (note 3)
Net current assets:
Stock
Monetary working capital
Total working capital
Proposed dividends
Other current liabilities (net)

2,900
21,030
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19.530

4,000
800
4.800
(430)
(570)
3,800
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Table 4 (continued)
Financed by:
Share capital and reserves:
Share capital
Current cost reserve (note 4)
Other reserves and retained profit

3.000
12.350
3.730
19.080
1.950
21,030

3,000
14.404
3,926
21,330
2,000
23.330

Loan capital

Notes to the current cost accounts for the year ended December 31, 1980
1. Explanatory notes
(see paragraph 58 of the Standard and the example in the Guidance Notes)
2. Adjustments made in deriving current cost operating profit
1979
1980
£000
£000
400
Cost of sales
460
70
Monetary working capital
100
470
Working capital
560
850
Depreciation
950
1.320
Current cost operating adjustments
1.510

3.

Fixed Assets
December 31, 1980
Gross

Land and buildings
Plant and machinery

4.

Depreciation

1979
Net

Net

£000
3,780
25,780

£000
680
9,350

£000
3,100
16.430

£000
3.070
15.060

29,560

10.030

19,530

18.130

£000

£000
12.350

Current cost reserve
Balance at January 1. 1980
Revaluation surpluses reflecting
Price changes:
Land and buildings
Plant and machinery
Stocks and work in progress
Monetary working capital adjustment
Gearing adjustment
Balance at December 31. 1980
of which: realized (see (ti) below)
unrealized
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Table 4 (continued)
(i)

Where applicable, surpluses or deficits arising on the following should be shown as
movements on reserves:
(a) the revaluation of investments (other than those included in current assets); and
(b) the restatement of investments in associated companies; and
(c) consolidation differences arising on foreign currency translations.
(ii) Where relevant, movements should be shown net of minority interests.
(iii) The realized element represents the net cumulative total of the current cost adjustments
which have been passed through the profit and loss account, including the gearing
adjustment.
5. Financingof net operatingassets
The following is the value to the business (normally current replacement cost net of depreciation on fixed assets) of the net operating assets at the balance sheet date, together with the
method by which they were financed:

1979
£0oo
18,130
3,900
22,030

19,480
119qLoan
2,550
22,030

Fixed assets
Working capital
Net operatingassets
Share capital and reserves
Proposed dividends
Total shareholder'sinterest
capital
Other current liabilities
Net borrowing

1980
£000
19,530
4,800
24,330
FF30
14301
21,760
20

1570
2,570
24,330

the developments that preceded finalization of the standard. Each type of
information was strongly favored by important sections of the FASB constituency. Most - though not all - preparers favored the historical cost/constant unit approach. Professional accountants were divided. Users and several
academics supported the reporting of current costs. One influential group of
users stated firmly that the historical cost/constant unit numbers would not be
used. Furthermore, a standard was unlikely to gain acceptance unless it
resulted in the ending of the SEC's requirements for disclosing replacement
cost information; and the SEC's requirements were unlikely to be abandoned
unless the standard contained a requirement for current cost information.
Respondents to the exposure draft had agreed that the proposal in the
exposure draft to allow a choice between two reporting systems was unsatisfactory. The cost of providing two types of information rather than one probably
was not substantial (especially if one would be current cost in constant units).
Dual information was the rational choice.
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4.2. The income concept
A second important difference between the two standards concerns the
income concept. The U.K. standard has opted firmly for physical capital
maintenance. Income is defined as the surplus generated by operations after
providing for the maintenance of operating capability. British standards do not
explain fully the alternatives considered and the reasons for the choices made.
Consequently, explaining the ASC choice of physical capital maintenance is
difficult. The standard (paragraph 5) states the objective of current cost
accounts to be:
to provide more useful information than that available from historical cost accounts alone for the
guidance of the management of the business, the shareholders and others on such matters as: (a)
the financial viability of the business- (b) return on investment; (c) pricing policy, cost control and
distribution decisions; and (d) gearing.

However, it does not explain why physical capital maintenance is believed to
be preferable for these purposes.
The U.S. standard takes a more flexible view of the concept of income. The
exposure draft stated a preference for financial capital maintenance but the
statement was dropped from the final standard. The information about historical costs in constant units naturally employs a financial concept of capital
maintenance (with the measurement in constant units) - current cost measurements are needed for physical capital maintenance. However, the presentation
of the current cost/constant unit information suggests a kind of "do-it-yourself income computing kit". For example, holding gains (net of inflation) are
reported separately from income from continuing operations in such a way
that the user can add them into the income number if desired. No firm position
is taken on the computation of the bottom line.
Evidently, the Board was divided on the capital maintenance issue and the
final decision represents a compromise among the opinions of the Board
members as well as among the opinions of constituents. The "basis for
conclusions" explained the matter as follows:
Some members of the Board attach particular importance to the use of information on current cost
income from continuing operations for assessments of whether an enterprise has maintained its
operating capability. Erosion of physical capital ... may be regarded as the failure to retain
sufficient financial resources to acquire the assets needed to maintain the capacity of the enterprise
to provide a constant supply of goods and services. The concept of physical capital erosion may be
linked to a concept of distributable income where distributable income is defined as the amount of
cash that may be distributed without reducing the operating capability of an enterprise. The
information on current cost income from continuing operations required by this Statement
provides a basis for users' assessments of distributable income (paragraph 124).
Some Board members believe that an important use of current cost accounting is in providing an
improved basis for the comprehensive assessment of enterprise performance; that basis is repre-
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sented by the sum of current cost income from continuing operations and the increase or decrease
in the current cost amounts of assets (referred to in the Exposure Draft as holding gains and
losses). Those Board members believe that investors and creditors are primarily concerned with the
performance of an enterprise in terms of its ability to generate cash flows and returns on financial
investment rather than with its physical operating capability. Although potential cash flows are not
independent of operating capability, an enterprise may be able to increase its cash flows and
returns on investment without increasing its operating capability (paragraph 131).

4.3. Asset measurement under current cost
Both standards agree about the asset measurement concept. In the U.S.
standard, the concept is described as "current cost or lower recoverable
amount". In the U.K. standard, the term used is "value to the business" which
is stated to be "(a) net current replacement cost; or, if a permanent diminution
to below net current replacement cost has been recognized, (b) recoverable
amount" (paragraph 42). Additional discussion in the standards indicates that
the measurement rule is derived from the concept of deprival value (see, in
particular, paragraph 99 (h) of the FASB standard): the measurement of an
asset should be the amount of the loss that a business would suffer if it were
deprived of the use of the asset.
4.4. Complete or partial financialstatements
The U.S. standard does not require the presentation of complete, articulated
financial statements. It requires reporting of income from continuing operations, holding gains or losses, the purchasing power gain or loss on monetary
items, and the current cost amounts of inventory and property, plant, and
equipment, but no other information. It does not require a full balance sheet.
This limitation, together with other provisions to simplify computations, is part
of an effort to restrict the cost and complexity of the new requirements. The
U.K. standard requires a full balance sheet and income statement.
The U.S. standard also requires a five-year summary of selected financial
data. The summary is to be presented in constant units so that trends are
shown in terms of purchasing power rather than money units. The U.K.
standard does not yet have a requirement for reporting such a summary.
4.5. The elements of the supplementary financialstatements
Both standards require current cost income to be computed after measuring
cost of goods sold and depreciation expense on a current cost basis. The U.K.
standard incorporates two additional adjustments in the computation of income: the monetary working capital adjustment and the gearing adjustment.
Both of these were discussed briefly in the review of developments leading to
the issue of the standard. They are derived from the concept that income is the
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surplus after maintaining operating capability.
The monetary working capital adjustment represents the increase in investment in monetary working capital (mainly receivables plus cash needed for
operations less payables) needed as a result of price increases. The rationale of
this adjustment is that the maintenance of operating capability cannot be
achieved by increases in inventory and fixed assets alone; increases in net
monetary assets also are required and must be provided for. The standard
permits the adjustment to be computed according to the assumption that
monetary working capital increases at the same rate as investment in inventory.
The gearing adjustment increases income by a proportion of the depreciation adjustment, the cost of sales adjustment, and the monetary working
capital adjustment. This proportion is equal to the ratio of debt to total capital
employed. The rationale of the gearing adjustment is based on recognition that
the other three adjustments provide, out of revenues, for the entire additional
investment required to maintain operating capability when prices are increasing. However, in practice, part of the extra investment can be obtained by
borrowing. The gearing adjustment represents that part.
The interpretation of the gearing adjustment is straightforward in the case
of investment in inventory. An example was given above in which the gearing
ratio was 40%. The gearing adjustment, then, represents the amount that can
be borrowed if the current cost gearing ratio is to be the same at the end of the
period as it was at the beginning. It is a measure of capacity to increase
borrowing, assuming a constant ratio. In the case of fixed assets, the assumption is more conservative. For example, an increase in the price of land will not
be reflected in the gearing adjustment because it will not affect the other
adjustments on the income statement. Consequently, borrowing amounts equal
to the gearing adjustment would lead to declining current cost gearing ratios in
most practical situations in which operating capability was exactly maintained.
The U.S. standard does not call for a monetary working capital adjustment
or a gearing adjustment. However, it does call for disclosure of the purchasing
power gain or loss on monetary items. This item might be said to be an
alternative to the special U.K. adjustments. It deals with the effect of general
inflation on monetary assets and liabilities, rather than the effect of changes in
current cost on those items. In arises automatically in accounting systems that
use a constant measuring unit. Suppose, for example, that a business has
receivables of $1,000 outstanding throughout a period in which general inflation runs at 15 percent. The business would need to have $1,150 at the end of
the period to have the purchasing power of $1,000 in start-of-period dollars.
But investments in receivables do not appreciate in value. Consequently, the
business will have lost $150 on its holding of receivables; this will be part of
the gain or loss on monetary items. For similar reasons, purchasing power
gains arise on debt and other monetary liabilities in times of inflation. As this
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explanation indicates, the purpose underlying the purchasing power gain or
loss differs from that underlying the gearing adjustment and the monetary
working capital adjustment, in spite of their superficial similarity. The gain or
loss is part of a system for measuring whether or not a business has increased
investors' purchasing power, whereas the adjustments are related to an income
concept based on the maintenance of operating capability.
The U.S. standard calls for disclosure of holding gains or losses, net of
inflation, but calls them "increases or decreases in current cost amounts" in
deference to those who doubt whether the words gain or loss are apt. Like the
purchasing power gain or loss on monetary items, holding gains and losses are
reported as "free-standing items", separately from income from continuing
operations. The U.K. standard also involves disclosure of holding gains and
losses (gross) but they are called "revaluation surpluses" and included in
current cost reserves, to indicate that they are regarded as capital maintenance
adjustments and not as contenders for inclusion in income.
4.6. Applicability and scope
The U.S. standard applies only to very large public companies, companies
that have either $125 million of inventory and property, plant, and equipment
(before deducting accumulated depreciation) or $1 billion of total assets. The
number of companies affected has been estimated roughly at 1,500 in the first
year. The historical cost accounts in money units are to be retained as the
primary statements and the information required by the standard is to be
supplementary. The standard applies to fiscal years ended on or after December 25, 1979. However, presentation of the first current cost numbers could be
delayed until year two - i.e. if this option is chosen, the second annual report
would contain current cost information for two years.
The U.K. standard applies to all public companies (except some in special
types of business) and other companies that meet at least two of the following
three conditions: (i) sales of £5 million or more, (ii) total assets of £2.5 million
or more, and (iii) 250 or more employees. The number of companies affected
has been estimated roughly at 5,500. The standard allows companies to choose
whether the current cost accounts or the conventional historical cost accounts
are to be regarded as the primary statements. If current cost accounts are
primary, supplementary information must be given on a historical cost basis.
The standard applies to fiscal years ending on or after December 31, 1980.
4.Z Special classes of assets
A pervasive difficulty in formulating standards on inflation accounting has
been the treatment of special types of businesses or special types of assets for
which the standard rules, it is claimed, do not work. There is more to the
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difficulty than the need for exceptions, detailed descriptions, and explanations.
It challenges the whole concept of inflation accounting. Until a unifying
principle - one that does work for all of a well-defined class of situations - is
accepted, doubt must exist about whether the concepts are robust.
The U.K. standard exempts certain businesses: insurers, companies that
invest or deal in real estate, and various other investment companies. The
standard does not refer to specialized types of assets, used in specialized
businesses, but it does bring intangible assets other than goodwill within the
requirement for measurement at value to the business; and it requires non-current investments to be reported at directors' valuation or on the basis of the
underlying current cost balance sheet in the case of associated companies.
The U.S. standard does not exempt any general business categories. However, it does contain special provisions for special types of assets. The current
cost measurement requirements apply only to inventory and property, plant.
and equipment. Special rules are stated for measuring work on partly completed contracts and for measuring the assets of companies subject to rate
regulation. The standard also contains interim provisions for measuring the
current costs of natural resources (oil and gas reserves, other mineral deposits,
and timberlands) and of income-producing real estate. In the first year of its
applicability, the standard permits measurement of these assets according to
the assumption that their costs have increased in step with general inflation.
4.8. Experimentation
Both the U.S. standard and the U.K.standard are regarded as experimental.
As with any new product, the usefulness of information about the effects of
changing prices cannot be assessed fully until the information has been made
available and tried out in practice. The introduction to the U.S. standard
expresses the position as follows (paragraphs 14 and 15):
The Board makes no pretense of having solved all of the implementation problems. Rather, it
encourages experimentation within the guidelines of this Statement and the development of new
techniques that fit the particular circumstances of the enterprise. This Statement has been written
to provide more flexibility than is customary in Board Statements in the belief that those involved
will help to develop techniques that further the understanding of the effects of price changes on the
enterprise.... The requirement to present information on both a constant [unit] basis and a
current cost basis provides a basis for studying the usefulness of the two types of information. The
Board intends to study the extent to which the information is used, the types of people to whom it
is useful, and the purpose for which it is used. The requirements of this Statement will be reviewed
on an ongoing basis and the Board will amend or withdraw requirements wherever that course is
justified by the evidence. This Statement will be reviewed comprehensively after a period of not
more than five years.

The U.K. standard does not contain a reference to the experimental nature
of current cost information. Its tentative character was established, however, in
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an announcement by ASC immediately after publication of the standard:
It is the intention of the ASC, as far as possible, to make no change to SSAP 16 before 3 years so
as to enable producers and users to gain experience in dealing with practical problems and
interpreting the information. The ASC will maintain a standing sub-committee to monitor the
ways in which SSAP 16 is being implemented and the changes that may ultimately be needed.

5. Recent developments
Both FASB and ASC are continuing to work in the area of inflation
accounting. FASB has embarked on an ambitious plan for research to evaluate
the usefulness of the information called for under Statement 33. ASC has just
established a similar plan.
Much recent work has concerned the problems of dealing with special types
of assets under current cost accounting. FASB has undertaken additional work
on the concept of the current cost of natural resources and income-producing
real estate, having omitted a firm decision about those measurements from
Statement 33. Natural resources needed special consideration because of the
physical difficulty of their replacement. For oil and gas and other mineral
reserves, the current cost of present reserves may be represented by the cost of
finding and developing reserves in new, unknown locations. That cost is
extremely hard to estimate and is not likely to be approximated by the
historical cost of present reserves adjusted by a price index. Market value of
reserves might be regarded as a good indication of current cost, but it is ruled
out because it cannot be determined with sufficient reliability. In the face of
these difficulties, FASB decided to accept historical cost adjusted by a suitable
price index as an estimate of current cost for oil and gas and similar reserves.
The decision was recorded in Statement 39 [22]. It was justified on the grounds
that it would give some indication of the effect of price changes even though
the information would be highly imperfect. ASC has issued draft guidance
notes which reached a similar conclusion with respect to the oil and gas
industry. (These draft notes have not yet been finalized.)
The problems that arise in establishing the current cost of oil and gas
reserves are similar to those that affect measurements of growing timber.
Timber takes time to grow. Replacement of the timber currently owned
presumably would take several years, approximately the same time as the age
of the timber; immediate replacement would be impossible except by buying
another tract in a similar location. Market value consequently may be the best
basis for estimates of current cost if it can be measured with sufficient
reliability. If current cost is to be measured as an accumulation of production
costs, the components of the computation would be largely the same as
historical costs (because the only way to get today's timber was to have
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incurred the costs in their actual time pattern) and the key to "making the
costs current" seems to be in incorporating an allowance for interest costs on
the capital locked up. Additionally, cost identification poses a significant
difficulty in the case of growing timber because most of the costs are indirect
and possibly remote from the timber. Because of these difficulties, and lack of
time to resolve them, FASB decided, in Statement 40, to permit a choice of
methods for measuring growing timber in financial statements on a current
cost basis [23]. The usual approach of adjusting historical cost for changes in
specific prices could be used; or, alternatively, the measurement could simply
reflect historical cost adjusted for general inflation, the same number used in
the historical cost/constant unit report. Subsequently, the film-making industry convinced FASB that an inventory of films was much like a natural
resource. Indeed, it pointed out that a particular film, such as Gone with the
Wind, was literally irreplaceable. Consequently, in Statement 46, motion
picture films were accorded the same treatment as growing timber.
Another type of asset subject to special measurement problems may be
described as the 'pure investment"; examples include holdings of securities,
income-producing real estate, and similar assets. These assets have been
regarded as special for at least two reasons. First, they are often traded in
active markets and could be measured, with reasonable reliability, at market
value - a representation, equally, of realizable value and current cost. Secondly, they were held (though ultimately not unlike other assets) for their
potential to generate cash; the operating capability of such assets is hard to
identify and apparently of little interest. This second consideration caused a
questioning of the need to separate operating income and holding gains, a
separation which involves measuring depreciation separately from other changes
in value. Perhaps, for these assets, the total (net) change in value should be
included in income or in holding gains without dichotomization.
FASB found particular difficulty in deciding how these investments should
be measured. By a narrow majority, the Board rejected the direct measurement
of market values for income-producing real estate, in spite of the fact that
several companies in the industry had been experimenting with the reporting of
those values. In a compromise, with which no one was completely happy,
Statement 41 permitted the use of current cost or historical cost/constant units
for measuring this asset in financial statements on a current cost basis [24].
Subsequently, Statement 54 exempted investment companies from the provisions of Statement 33 [25]. A majority of the Board supported this decision
because investment companies already reported market value for their-investments and current cost measures were deemed inappropriate (or the same as
market value). However, as three dissenting Board members pointed out, that
seemed no reason for exempting these companies from the other requirements
of Statement 33, including particularly the five-year summary giving trends in
constant units. ASC has not yet finalized a pronouncement on investment
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companies. However, an exposure draft on the subject is in course of preparation and is expected to propose that investments (including income-producing
real estate) are to be shown in the primary balance sheets at market value.
Only realized gains would be included in income but a separate statement
showing all gains or losses for a period in constant units is also proposed.
Two other current projects of ASC are of relevance here. A discussion paper
has recently been issued on the subject of reporting trends in current cost
numbers. It recommends that reports of current cost results for more than one
year should be given in constant units [26]. And guidance notes are being
prepared on the presentation of current cost results in interim reports. Pressure
for the inclusion of current cost in interim reports is coming from the London
Stock Exchange and ASC is unlikely to require the extra information as
standard practice in the near future.
Finally, in this review of recent developments, one other FASB project
deserves mention. In December 1981, FASB adopted a new standard for
foreign currency translation [27]. It calls for use of the current rate method.
Now the current rate method is the natural method to use in current cost
accounting. Current cost in an overseas market multiplied by the current
exchange rate is an understandable number. However, difficulties arose in
relating the new method of translation to the second reporting method in
Statement 33, the method that adjusts historical cost for general inflation.
Historical cost in an overseas market, increased by U.S. inflation rates and
multiplied by the current exchange rate, produces a number that is hard to
interpret. Moreover, the theory underlying the use of the current exchange rate
is based on the functional currency concept - a concept that emphasizes the
importance of measurements in the currency in which operations are conducted.
FASB considered these difficulties and issued an exposure draft proposing a
revision to Statement 33. It proposed adjustment of overseas historical costs by
overseas inflation rates appropriate to the functional currencies before translation at current rates. However, this approach produces its own difficulties. The
relevance of overseas inflation rates for reports dealing with the purchasing
power of U.S. investors is hard to understand. The Board has not yet produced
a final standard. When it does, it may persist with the approach in the
exposure draft; or it may even decide to avoid the problem by dropping the
requirement for reporting historical costs in constant units. Some will argue
that the existence of the problem indicates the unsatisfactory nature of the
standard on foreign currency translation - but that conclusion is unlikely to
appeal to a majority of Board members so soon after the issuing of the new
standard.
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6. Analysis
People who focus on the situation in the United States or in the United
Kingdom will see that many issues have yet to be resolved before inflation
accounting can be said to have become firmly established. However, as the
above discussion indicates, those who see international harmonization as the
goal will see an even wider range of issues in need of resolution.
Harmonization does, indeed, seem highly desirable to multinational companies. Some of their subsidiaries may have to comply with accounting standards
in foreign countries and then, if standards are different in the parent's home
country, adapt the accounts for purposes of consolidation. That can be an
expensive procedure, as well as being confusing to some managers who see two
different assessments of their performance.
However, some people would argue that international standardization is
undesirable, even unattainable. They would point to differences in environments and suggest that those differences justify differences in accounting. For
example, different social norms may be associated with different trade-offs
between relevance and reliability in choosing bases for asset measurement.
Furthermore, a difference in capital maintenance concepts might also be
justified by differences in social structure. The use of physical capital maintenance (maintenance of operating capability) might be justified in the U.K.
because a business is regarded as a coalition of different interest groups shareholders, creditors, managers, other employee groups, customers, and so
on - with an implicit goal of securing the continuity of the business; no
particular group is regarded as dominant. In the U.S., by contrast, financial
capital maintenance might be preferred because of a focus on the need to
obtain profits for the shareholders. This line of thought is open to question.
Business objectives in the U.K. may differ from objectives in the U.S., at least
in emphasis, and yet it is hard to see why anyone should be interested in
preserving physical levels of operation as a primary concern. All interest
groups are likely to be interested in cash flows; and in general, cash flows are
not maintained by the maintenance of physical levels of operation. Differences
between U.S. and U.K. inflation accounting standards are more likely to be
attributable to chance in a situation where difficult decisions had to be made
about novel accounting issues without guidance from agreed-upon and clearly
articulated concepts.
Whether or not harmonization is desirable, several issues will need to be
resolved as inflation accounting is developed over the next few years. The
overriding issue concerns the cost-effectiveness of reporting the effects of
changing prices. Is some such form of reporting useful? Is it useful enough to
justify incurring the costs of its preparation and use? Should it replace
historical cost/money unit reporting as the primary form of financial report?
Strong reasons exist, a priori, for answering at least the first two questions
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positively. However, research is now needed to provide empirical evidence of
actual usefulness.
If some form of inflation accounting is needed, the following main issues
must be decided:
(1) What is the most useful basis for asset measurement? How are specialized
assets to be measured?
(2) What concept of income should be adopted?
(3) How, if at all, should adjustments for general inflation be combined with
measurements of the effects of specific price changes?
6.1. Asset measurement
The U.S. and U.K. standards have adopted the same basic concept of
current cost measurement. Assets should be measured at their value to the
business. If any difference can be detected it is in the hint, emerging from
recent work, that the U.K. may be more willing to use market value as a
measurement for certain types of assets. Limited progress has been made so far
in deciding how to measure specialized assets, and these assets mark out the
territory that must be explored in the future. A unifying principle is needed - a
principle that is based on one concept and yet allows for recognition of the
special features of different assets.
Measurements of assets owned by a company can be based on: (a) market
values for similar assets; (b) estimates of the cost of acquiring a similar service
potential by purchasing a different kind of asset; (c) historical costs updated
by specific price indexes; or (d) historical costs updated by a general price
index. These indicators are cited in what is presumably the order of decreasing
relevance as indicators of value to the business. Progress can perhaps be made
by establishing criteria for assessing the reliability of each measurement and
choosing the most relevant measurement for each type of asset, subject to a
reliability constraint. That procedure would lead to the use of different
measures for different assets but the differences would be justified by sound
concepts. The chance to measure a quoted security at market value would not
be passed over simply because no market value could be determined for a
specialized plant.
The approach to measurement outlined above may be helpful in emphasizing that the purpose of asset measurement is to reflect value to the business.
Confusion has arisen in practice because some have seen the measurement
objective as the indication of replacement cost and have objected that replacement cost is not relevant when replacement is not intended. In the United
Kingdom, preliminary evidence suggests that about 16% of companies covered
by Statement 16 have failed to comply with it. Many of the companies
concerned are in industries with specialized assets subject to doubt about
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replacement - industries such as shipping, railways, water, oil and gas,
commodity dealers, plantations, mining, property, and hotels. Difficulties
remain to be resolved in these and other areas, particularly in the measurement
of assets made obsolete by technological change and the measurement of
"recoverable amount" when that is lower than current cost. However, the main
difficulty may be in the development of practical methods for obtaining
numbers of acceptable reliability rather than in describing the basic measurement concept.
6.2. The concept of income
The most fundamental gap in the structure of inflation accounting is the
lack of an accepted concept of income. That gap is demonstrated in the contest
between financial and physical concepts of capital maintenance; and it is
illustrated by the divergent reporting practices of the U.K. and U.S. standards.
To understand how progress can be made in this area, it may be helpful to
consider the thought processes that have led to the present position. Why did
many people come to agree, as rates of price change accelerated, that something had to be done about inflation accounting? The answer, probably, is that
they thought they saw a divergence between reporting and reality. They saw
income at high, even record levels, while cash shortages were developing.
Seeing high income levels, shareholders were expecting high dividends, em-

Table 5
Current cost income statement.

s'000
Sales
Cost of goods sold at current cost
Administrative and selling expense
Depreciation expense at current cost
Monetary working capital adjustment
Operating income
Interest expense
Gearing adjustment
Distributable income before taxes
Tax expense
Distributable income
Holding gains
Monetary working capital and gearing adjustments (added back)
Gain on foreign currency translation
Less adjustment to maintain purchasing power of equity
Total income
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s'000
79.203

41,966
22,847
5.909
481
1,050
1,523

6,254
2,004
1,629

71,203
8,000
473
8,473
3.602
4,871

9,887
14,758
5,827
8,931
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ployees were demanding large wage increases, and governments were levying
high taxes. Cash was not available to meet these demands. Managers are
accustomed to differences between income and cash flows when investment is
being undertaken to achieve real growth. But now the extra investment, driving
a wedge between income and cash, was being caused by increasing prices.
Extra investment was needed to maintain physical levels of operation.
The remedies proposed involved various means of bringing about reductions
in reported income. If the cost of sales were measured at current cost, historical
cost income would be reduced by the extra investment in inventory required as
a result of price increases. Measurement of depreciation expense on a current
cost basis would have a similar though less precise effect. In the U.K., the
process was taken further by the use of an adjustment to allow for extra
investment required in monetary working capital.
An examination of the reasoning behind the gearing adjustment is particularly illuminating. People seem to have said that the adjustments reviewed in
the previous paragraph overcompensate for the problem of shortage of cash.
Equity interests need not provide out of revenue for all the extra investment
required. Some of the extra investment can be borrowed; and that part must be
added back into income in the form of a gearing adjustment. Admittedly, other
explanations for the gearing adjustment have been advanced. People argue that
it represents a purchasing power gain on debt, using specific price indexes to
measure the purchasing power of the company. Others say that holding gains
financed by debt have been earned for equity, unlike other holding gains.
Neither explanation seems satisfactory. The purchasing power of the company
is a concept that does not seem to be directly indicative of changes in
Table 6
Current cost cash flow statement
$'000
Distributableincome
Dividend
New Finance:
Increase in debt
Gearing adjustment
Rights issue
Investments in increasedcapacity:
Inventory
Monetary working capital
Property, plant and equipment
Net reduction in cash
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$'000
4,871
3,250
1,621

2,000
1,523
477
7,400

3,284
2,803
6,229

7,877
9,498

12,306
2,808
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shareholders' wealth; and those are the changes that should be the focus of
income measurement. Furthermore, no satisfactory reasoning has been advanced to show why holding gains financed by debt can be said to have a
better claim than other holding gains to be regarded as part of earnings.
The above discussion suggests strongly that the problem leading to the
development of inflation accounting is a financing problem and that the
financing problem has been confused with an income measurement problem.
Income measurement is concerned with changes in wealth. The key difference
between income and cash flows is seen in the result of holding an asset while
its price changes. Suppose a company holds an oil reserve while its value
trebles. No effect is observed on cash flows. However, it is hard to argue that
the company has not become better off. Nevertheless, in adopting a physical
concept of capital maintenance, the U.K. standard seems to deny that wealth
has increased; and the U.S. standard, in excluding holding gains from income,
maintains an ambivalent position.
If a financing problem is the main cause of concern over the effects of
changing prices, the natural response would be to address the problem in a
flow of funds statement (or a cash flow statement). However, that approach is
unlikely to have much popular appeal. Income is a main focus of financial
analysis; a new funds statement would not dramatize sufficiently the problem
caused by changing prices. Perhaps the answer is to develop a two-part income
statement (or two separate income statements), one of which focuses on
distributable income while the other focuses on total income and includes all
changes in wealth. This approach would have a number of advantages. It
would separate holding gains from operating income - and such a separation
may be desirable because it reveals patterns in trends that are helpful to users
of financial reports. (For example, holding gains may be more volatile than
operating income.) The second statement would be a natural location for other
volatile components of income, such as the gain or loss on foreign currency
translation. Furthermore, the two-stage approach would be consistent with the
need in the U.K. to report realized income separately from unrealized income,
a need resulting from harmonization of company accounting among members
of the European Economic Community.
Adoption of the approach described would pave the way for development of
a "current cost cash flow statement" to complement the current cost income
statement and to assist users in distinguishing between investments in real
increases in capacity and investments brought about by price increases. Further work is needed to develop these possibilities, but the general nature of the
proposal is illustrated in tables 5 and 6.
6.3. General inflation adjustments
The main purpose of adjustments for general inflation is to show whether or
not the purchasing power of shareholders' investment has increased during the
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year and by how much. The arguments against these adjustments express the
view that changes in purchasing power should be computed by shareholders
for themselves rather than shown in the financial reports of a company. One
reason for this is that individual shareholders are concerned with maintaining
the purchasing power of the amount that they paid for their shares rather than
the purchasing power of the book value of capital employed. A second reason
is that a general index of inflation can give only a rough picture of the changes
in purchasing power of shareholders. Each individual experiences a different
change in purchasing power and shareholders are themselves the best assessors
of their own cost of living index.
However, the arguments on the other side also are strong. Financial reports
may be used to guide wage bargaining and economic policy decisions as well as
for performance evaluation. Reporting the effect of general inflation can serve
as a salutary reminder of the way in which purchasing power is eroded even if
the amount of the adjustment is subject to some measurement uncertainty.
Strategically the case is almost irresistible if holding gains are to be included in
income.
We noted above that allowance for the effect of general inflation could be
made in two ways. The more elegant way is to use "stabilized accounting",
involving expression of all items in the financial reports in an artificial
measuring unit having a constant purchasing power. A second approach is
simpler. No changes to the measuring unit are needed. It involves deducting
from income and adding to a capital maintenance account, the amount
required to maintain the purchasing power of capital. For example, if capital
were $10,000 at the start of a year, and remained at that level throughout the
year, and if inflation ran at 9.6%, the required adjustment would be $960.
Stabilized accounting is quite complex and apparently hard to understand.
The difficulty may well be attributable to the fact that units of constant
purchasing power do not exist in ordinary experience, whereas money units do.
Stabilized accounting leads to separate identification of the purchasing power
gain or loss on monetary items and of the general inflation components of
holding gains. However, no evidence exists to show the usefulness of this
separation and it may well increase the difficulty of understanding. Consequently, the simpler adjustment may merit consideration. It has been illustrated in table 5.
This approach would involve adjustments to both the U.K. and the U.S.
standards. The U.K. standard would have to introduce adjustments for general
inflation which have no place at present. The U.S. standard could drop the
supplementary report of historical costs in constant units and simplify the
requirements for current cost information.
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7. Conclusion
The overall worth of reports of the effects of changing prices probably
depends on the rate of general inflation and the extent of changes in specific
prices. Historical evidence strongly suggests that inflation accounting is
accepted as necessary when inflation rates are sufficiently high. People who
believe that modern political and economic institutions promise an obstinately
recurring inflation are likely to believe also that some form of inflation
accounting is here to stay and probably will become the primary basis for
financial reports as soon as people have become accustomed to its use.
The differences between the British and American standards show that, at a
detailed level, many issues have yet to be resolved before any system of
inflation accounting can be accepted as a permanent feature of reporting.
Research over the next few years will help with the resolution of those issues.
Paradoxically, the present existence of international differences will benefit the
research. This diversity will establish an approximation to a controlled experiment for assessing the usefulness of alternative systems.
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